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Financial reporting is the only means of communicating the financial information of the business to all the 
stakeholders as a part of legal compliance. But, the most inevitable part ty of financial reporting 
 Quality reporting undoubtedly is the key requirement for determining the future of 
global financial reporting as it shows the quality of skills and the degree of success achieved in the performance 
of different operations and management of an enterprise. This is where,  by corporate 
comes into existence. The present discussion becomes altogether more relevant when almost every country has 
witnessed some or the other corporate fraud.  The present paper is an attempt to highlight the importance of 
return, in the context of Earnings Managements. It analyzes this fight of legality vs. quality of financial 
reporting and stresses upon the need for improving the quality of international financial reporting. 
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1. Introduction 
Financial Statement Analysis rests heavily upon the quality of the financial reports. As a result, Financial 
Reporting Quality is an area that has attracted both academic and practitioner attention. For example, Sloan, 
1996 finds that predictable future stock returns accrued to firms that had a large difference between net income 
and operating cash flow. This implied that a high use of accruals was relevant information for predicting future 
returns and that the market appeared to fail to take into account this information. As a result, popular 
assessments of the quality of financial reporting relate to measuring the extent to which accruals are being used 
by looking at the difference between accounting income and cash flows.  
According to Healy and Wahlen (A review of the earnings management literature and its implications for 
383.), Earnings management occurs when 
managers use judgment in financial reporting and in structuring transactions to alter financial reports to either 
mislead some stakeholders about the underlying economic performance of a company or influence contractual 
outcomes that depend on reported accounting numbers . Whatever the case may be, the enterprises must be 
sound in reporting their earnings not only in totality but also in segmental performance as far as possible.  
 
2. Earnings management - bridging the gap between legality and quality of reporting 
Earnings management is generally propounded as reasonable and proper accounting behaviour to create a 
value for shareholders. It is primarily achieved in the following form of exercising accounting choices within 
GAAP. It is almost common to every business  big or small, national or multinational. "Generally accepted 
accounting principles" (GAAP) allow an accountant to select from various methods when computing earnings 
and other financial measures, which could lead to lower quality financial information depending on the 
accounting methods used. Therefore, regulators have been expressing concern for long on the quality of 
reported earnings by firms in their financial reports.  
There are manifold reasons for why managers manage earnings. At the fundamental level, the reasons are 
related to the performance of the firm with respect to some benchmark. This benchmark could be the previous 
expectations), "zero" (the desire to remain profitable), or whatever benchmark is specified in a manager's 
compensation contract (the desire to meet a bonus threshold). Missing these benchmarks can be extremely 
costly because the relationship between stock price (or compensation) and earnings is very non-linear around 
the benchmarks. These abuses in financial reporting have raised a red flag on the efficacy of the audit process 
rity of financial reporting. 
 
3. Literature review  
it legal but resulting in poor quality. In this sense, earnings management is nothing but practice of 
using tricks in order to misrepresent/ reduce transparency of the financial reports. Schipper, 1989; 
Levitt, 1998; Healey and Wahlen, 1999; Miller and Bahnson, 2002 have defined it as the manipulation 
of reports within the boundaries of compliance with bright-line standards, which could be either 
opportunistic or efficiency enhancing.  
Burgstahler et al., 1997 provide systematic evidence that firms increase reported earnings to achieve 
various incentives. Glover, et al., 1998 constructed an explanation for earnings management that is based on 
limitations on owners' ability to make commitments. 
Several studies have examined the effect of implicit compensation contracts on earnings management 
incentives. De Angelo, 1988 reports that, during a proxy contest, incumbent managers exercised 
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accounting discretion to improve reported earnings. Dechow and Sloan, 1991 show that CEOs in their 
final years in office reduced R&D spending, presumably to increase reported earnings. They argue that 
this behavior is consistent with the short-term nature of their compensation contracts and their short 
employment horizons.  
Most of the studies have used unexpected accruals as a proxy for earnings management. Teoh, 
Wong, and Rao, 1998 examine depreciation estimates and bad debt provisions surrounding initial public 
offers. They find that, relative to a matched sample of non-IPO firms, sample firms are more likely to 
have income-increasing depreciation policies and bad debt allowances in the IPO year and for several 
subsequent years. Several studies examined the distribution of reported earnings to assess whether there is 
any evidence of earnings management Burgstahler and Dichev 1997, 1998. These patterns also appear in 
studies using quarterly data Burgstahler and Eames, 1998 and using analysts' earnings forecasts as the 
threshold. The authors interpret these findings as evidence that some firms use earnings management to 
avoid reporting negative earnings, or earnings declines, or falling short of market expectations. Beneish, 
2001  discussed the analytics for income-increasing earnings management, income-decreasing earnings 
management and specific contexts, e.g. financial institutions with regulatory constraints. Levitt, 2000 found that 
over the years, there has been an increased attention to the quality of reported earnings and its measurement.  
Hugo Nurnberg, 2006 pp. 217 identifies another real activity manipulation. He observes how operating cash 
flow is boosted not through collections related to sales of goods and services or better cost control, but through 
sale of existing business lines or is diminished not due to payments to suppliers, but to business acquisition. 
Craig and Thomas, 2010 examined how different types of marketing expenditures are used to boost earnings 
for a durable commodity consumer product which can be easily stockpiled by end-consumers. Choi, Kwak, and 
Choe, 2012 in their article examined the empirical relation between CEO turnover and earnings management in 
Korea. They measured earnings management by both discretionary accruals and real activities management.  
So, there is ample literature available which verifies the fact that earnings management does benefit the 
management and hamper the quality of financial reporting in the cover of legality. 
 
4. Objective of the Study 
The main aim of the study is to review and analyze the financial reporting practices of corporate enterprises in 
India with regard to earnings management. The study specifically aims at the following:  
 To examine the Industry practices in regard to potential earnings management. 
 To highlight the major areas of concern in earnings management in these undertakings for their future 
viability. 
    
5. Research Design 
5.1 Sample 
The present study covers the Indian listed companies in private sector. The enterprises have been chosen on the 
basis of their performance in terms of profit generation (pat performance) for the year 2007-08 as per ET 
October, 2007 survey , on select basis. The top twenty five corporate enterprises were considered for the 
sample.  
5.2 Period of the study  
The period to be covered in the present research study would be of five years, ranging from 2003-04 to 2007-
08. It has been taken as it was reasonably a good period to analyze the expected impact of the market 
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conditions on increasing firm  
5.3 Data used 
For the purpose of the present study, the main data used is secondary in nature, keeping in view the nature of 
the study. The study employs both accounting and market data. 
5.4 Tools / techniques used 
DeAngelo model - the earnings management model, has been used for calculating discretionary accruals in the 
present study.  
The DeAngelo Model 
The discretionary portion of accruals in the DeAngelo model is the difference between total accruals in the 
event year t scaled by total assets (At-1) and nondiscretionary accruals (NDAt). The measure of 







TATADAC                                 (1) 
where,  
DACit is discretionary accruals for firm i in period t; 
TAit and Ait-1 are total accruals and total assets for period t and t-l for firm i.  
 
6. Survey of the SENSEX companies in India 
Notwithstanding the grave threat that abusive earnings-management practices pose to the reliability and 
accuracy of financial statements, in order to evaluate how the reliability of financial statements has been 
hampered by the corporate, as mentioned in the research design we surveyed the top 25 companies in India on 
the basis of their performance in terms of profit generation (PAT performance) for the year 2007-08  Sandeep, 
2012. The results are presented in table 1 below. 
Table 1. -04 to 2007-08 
Company Average DACC 
RIL -0.01 
Sterlite  0.01 
TCS -0.20 
Tata Steel 0.00 
Bharti Airtel  -0.09 
Infosys 0.01 
Wipro 0.03 
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ITC  0.02 
Hindalco 0.01 
L&T  0.01 
Tata Motors -0.03 
Grasim  0.02 
 
An examination of Table 1 shows a definite presence of accrual management in all the sample companies, 
excluding Tata Steel. TCS has the highest average of discretionary accruals of - 0.20 among all the units, 
whereas Tata Steel has shown an almost zero average of discretionary accruals during the period.  Most of the 
units have been found to be exercising income-increasing discretionary accruals, as verified by their positive 
average.  
7. Conclusion 
Satyam saga, Enron scandal et al demonstrate how discretionary accounting behavior by the management 
affect the quality of reporting and lead to lower quality financial information. There are variations in reporting 
quality which only harm the pace of progress in the sphere of accounting information and accelerate the gap 
between legality and quality aspect of financial reporting. The vision is required of a quality reporting world 
which may inspire many minds and embrace a situation where accounting principles and procedures are par 
excellence throughout the world.  
 
8.  Limitations of the Study 
There are some limitations of this study which could be categorized as under: The present study was 
confined to only top twelve profit-making corporate enterprises in the private sector in India, leaving all other 
enterprise on account of sampling requirement.  Also, the period studied is of five years only, from 2003-4 to 
2007-08. It can be broad based and extended for better result orientation.  Still, the study is a comprehensive 
one and in spite of aforesaid limitations, it will prove beneficial to all groups.                               
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